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IMTRODU CTIOM. 
Commercial banking in the past twenty years has 
passed through a period of expansion, prosperity, and in-
flation that is unequaled in the history of our country. 
Commercial banks have had to reorganize their operating 
policies to meet these new conditions. 
At one time banks were used as depositories of 
funds by both businesses and individuals. The main con-
sideration that these depositors expected was that the 
bank would have funds on hand to meet any of their demands. 
In the present era, most depositors expect services from the 
barik in direct relation to the amount of funds that are on 
deposit. To provide these services demanded by its custom-
ers and still earn a profit, a commercial bank must be very 
conscious of the possible avenues of investment and what 
fund.s are available for each classification of investne nt. 
In the banking industry today the area available 
for the, "rule of thumb banker," to operate in is being great-
ly diminished. Although a great deal of banking is still be-
ing done in this general fashion by experienced bankers, and 
quite successfully too, ·• ev:el'li these bankers are referring to 
more written reports before!" Jtaking d~cisiC)ns in an effort to 
reduce misjudgements. The bankers of this era are more quali-
fied than their predecessors ~nd yet they require more infor-
~ 6 
mation before making the same decisions their predecessors 
would have made on experience alone. This illustrates one 
main point, present day banking operates on a much closer 
margi~than in the past, so there is less room for error. 
The commercial bank of today must have detailed 
reports of its internal structure, such as its deposits and 
depositors, its services and the cost of these services. 
On the other side of the picture, the bank must know and 
understand every investment possibility that is open to the 
bank and the various yields that are available from them. 
Only by analysing both sides of the banks financial sbnc-
ture can a commercial bank hope to maximise the returns from 
the opportunities open to it. 
This report is concerned mainly with the analysis 
of the funds available to a commercial bank. First by seg-
regation and classification and then in turn allocating these 
various groups of funds to possible investment choices. For 
the main part most ideas expressed in this paper are a re-
hash and consolidation of the various ideas and methods of 
the authors used for reference, expressed in a logical order 
for a commercial banker concerned with operations. 
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LIQUIDITY 
Commercial banks have always had the difficult 
problem of determining the relative priority between the 
concepts of liquidity and profitability. Every business 
enterprise, including banks, must concentrate on profits, 
but liquidity as used here is peculiar only to the banking 
system. If adequate liquidity is not maintained by a bank 
obvious difficulties will develop and yet if excess li-
quidity is maintained then this may restrict the profit-
ability of the bank. Inadequate liquidity or profitabil-
ity both create serious problems in a commercial bank but 
liquidity has short term effects while lack of profits is 
usually a longer term problem. Lack of liquidity in a 
period of heavy demand by its customers can prove extremly 
embarrassing to a bank in a very short time. Because of 
this, the problem of liquidity merits first consideration 
by commercial bankers. 
Liquidity Defined 
Commercial banking consists mainly of two divi-
sions, a depository for funds and as a source of loanable 
funds. For both of these functions the commercial bank 
must maintain adequate liquidity funds. The function of 
maintaining funds against deposit demands has been aptly 
g 
described by some analysts of banking as protective liquid-
ity. Concurrently, "lending liquidity," might be employed 
to describe the function of maintaining liquid funds to meet 
1 
additional loan demands. 
Liquidity is the commercial bankers main problem 
because of the characteristics associated with the two main 
divisions, deposits and loans. Loans for the most part are 
set up on a time basis, the customer has the use of the funds 
for a certain period of time and the loans can not be called 
by the bank. In addition, new loan demand must be met by the 
bank or else business may be lost permanently to a competing 
institution. On the other hand, deposits are not governed by 
this time concept, customers have the right to demand funds 
at any time without notice. Loans and deposits, the two main 
functions of a commercial bank, both create the need for 
liquid funds, neither being a supply for the other in a short 
term period. In the long run loans can be contracted to pro-
vide funds for withdrawals but in the short run these funds 
from paid off loans might not be available. The exception to 
this is the prudent banker who has built a well diversified 
loan portfolio with evenly spaced maturities. He can include 
in his liquidity position a certain percentage of this type 
of high grade loans which will be terminated on schedule. 
1. Roger A. Lyon, Investment Portfolio Management In The 
Commercial Bank(New Jersy: Rutgers Univ. Press, 1960)Pl0 
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Liquidity is the amount of funds that a bank must 
maintain in cash or investments that are readily marketable 
without loss of principal to meet all demands for funds from 
both depositors and borrowers. Potential borrowers can be 
turned down in periods of stress, but over the long run, it 
is not good practice to constantly turn down legitimate 
credit risks. Commercial banks problems are twofold in con-
nection with liquidity. Not only must adequate liquidity be 
maintained physically by the bank but first the bank must 
determine the amount of funds necessary to provide adequate 
liquidity. The estimation of liquidity needs is the most 
difficult question for the commercial banker. A liquidity 
reserve must be established that will meet all the needs of 
the bank and at the same time will not be an unnecessary 
drag on its profits. 
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ESTIMATING FUTURE DEPOSIT TRENDS 
Commercial banks are always faced with the pos-
sibility that customers will create an unexpected demand for 
the deposits held by the bank, depositors having the right 
to make withdrawals at any time without notice. Because of 
this contingency, a bank must be ready at all times to meet 
the unexpected and not be too heavily pressured in doing it. 
To do this the operating officers must analyse the banks 
deposit structure carefully and provide enough protection 
so that the bank will not be embarrassed in times of deposit 
withdrawal. 
In order to do this, a banker must know what the 
banks deposits are made up of, regular demand, special, 
government, etc. and how high his reserves should be for 
each type. One method of accomplishing this is by a sta-
tistical breakdown of deposit accounts by type and size. 
The bank officer can estimate what fluctuations will occur 
in the banks deposit structure if he is able to estimate 
. one segment at a time. Combining the separate analysises 
will help the banker arrive at a more informative estimate 
of the banks position. Chart number one illustrates one 
possible type of statistical breakdown. 
After determining what the deposit structure is 
11 
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CLASSIFICATION OF ACCOUNTS 
CLASSIFICATION 
CHECKING ACCOUNTS 
UNDER $ 500 
$ 500 --- 999 
1000 -- 4999 
5000 
- 9999 
10000 - OVER 
SAVINGS ACCOUNTS 
UNDER $ 500 
$ 500 - 999 
1000 - 4999 
5000 ... eVER 
CERTIFICATES OF 
DEPOSIT 
Illustration #1 
Source; Corns P414 
NUMBER 
OF % OF REPRESENTED 
ACCOUNTS ACCOUNT~ IN DOLLARS 
957 68.6 $ 251,000 
179 12.0 157,000 
224 15.9 644,000 
28 2.0 232,000 
22 1.5 1,258,000 
1410 100.% 2,542,000 
1320 64.0 129,000 
198 9.6 120,000 
423 20.4 810,000. 
123 6.0 771,000 
2064 100.% 1,830,000 
62 268,000 
% OF TOTAl; 
DEPOSITS! 
9.9 
6.2 
25~J; 
9.1 
49.5 
100.% 
7.1 
6.5 
44.3 
42.1 
100.% 
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as of a certain date, the operating officer must then es-
timate future deposit tre~ds. 'There are two avenues of 
1 
approach to this problem, national and local. Each approach 
is important by itself and each is important in the sense 
of acting as a check upon the other. If one approach should 
indicate trends that seem unrealistic, the other approach 
may indicate where the discrepancies lie so that a more 
detailed analysis can be made of that section. In most cases, 
the local approach should not differ to a great extent from 
the national approach. However, in certain cases a bank 
which is situated in a location that is dependent upon just 
a few related industries could find itself so closely tied 
to these industries that its deposit trends could run counter 
to the national trends. This is not considered the normal 
situation and will not be discussed in this paper. 
The operating banker should attempt to foresee 
what his bank's deposit vulnerability will be over the next 
two years. It might be that one approach would show a deeper 
vulnerability than the other approach. In this caee it must 
be left to the bankers judgement, based on his experience, 
what he will set up as his reserve against deposit vulner-
ability. The conservative action would be to use the larger 
1. First National Bank of Boston, Your Bank Its Deposits and 
Its Investments(Mass.:First National Bank of Boston,l954)Pl0 
13 
of the two figures derived. 
National Approach 
This approach deals with the banking system as a 
whole. The individual bank may have certain characteristics 
that would modify some of the factors to be considered in 
this section but this should be deemphasized so that the 
national approach can be compared to the local approach. 
There are several factors which cause bank deposits to 
fluctuate in the banking system of which four will be dis-
cussed. These four seemingly have had the greatest impact on 
deposits in the banking system. 
1. Loan Behavior 
2. Variations in Investment Holdings 
3. Business Cycles 
4. Currency Habits of People 
Loan Behavior 
Variations in the loan portfolio are directly 
offset by variations in deposits. This is accomplished by 
the borrower repaying his loan to the bank by charging his 
account, loans decrease, deposits decrease. In reverse the 
same situation exists, a bank makes a loan by crediting a 
customers account. This relationship is quite evident as a 
review of loans and deposits in the banking system will 
indicate even though an individual bank may run contrary. 
14 
Knowing how this relationship works is the first step, using 
it is the second. It seems that if loans and deposits increase 
and decrease at the same time there is not going to be any 
strain on the banks liquidity reserves. This is true in the 
normal situation but during a depression or sharp recession 
other factors may hinder this process. In~bae normal situation 
a contraction of loans would create withdrawals by depositors, 
this relationship would continue during a recession. In the 
reverse situation, a decrease in deposits creating the need 
to reduce loans, a bank may find that its loan portfolio is 
not as liquid as it appeared under different circumstances. 
In such a period as this the banker may find himself wishing 
that his liquidity reserves were More than adequate. 
From an individual banks viewpoint there are add~ 
itional reasons why the operating banker should keep a close 
watch on total loans in the banking system. It may be that 
his customers are withdrawing deposits from his bank to repay 
loans to other institutions. During this type of period the 
operating banker must depend on his liquidity reserves to 
meet these demands until his overall loan portfolio can be 
adjusted. 
For these reasons the overall loan trend of the 
banking industry should be estimated by the operating banker 
so that he can evaluate the effect of this, in conjunction 
with other factors, on his deposits. These studies should 
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be brought up to date with reasonable frequency so that 
revisions can be made in the secondary reserve. 
The investment holdings of a commercial bank is 
its liquidity reserve and any fluctuations in it would be 
considered a revaluation of the desired holdings for this 
purpose. This is true when the transaction is a voluntary 
one such as a sale of securities to a customer in order to 
provide funds to make a loan to a customer. This creates a 
wash effect, investment holdings are decreased and the loan 
portfolio is increased while the two customers deposits off-
set each other, a switch from one investment to another. 
There is another type of investment sale, the 
involuntary sale. One way that this type of sale can be 
caused is by a decline in deposits. An illustration will 
clarify this point better than a lengthy discussion. For the 
purpose of th.is illustration a required Federal Reserve deposit 
figure of twenty percent will be assUMed. A bank has a deposit 
decline of one million dollars. To meet this demand the bank 
must sell eight hundred thousand dollars of investments and 
withdraw two hundred thousand dollars froa its required re-
serves. In selling the investment of eight hundred thousand 
dollars to one of its customers the bank experiences another 
deposit decline of eight hundred thousand dollars. To meet 
this the bank must sell another six hundred and forty thou-
sand dollars of investments and withdraw one hundred and 
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sixty thousand dollars from its required reserves. This will 
continue until the bank has sold four million dollars of ite 
investments and withdrawn one million dollars from the re-
quired reserve and deposits have decreased a total of five 
million dollars. However, if the bank can sell its holdings 
to the Federal Reserve its investment holdings will only 
decrease eight hundred thousand dollars. In either case 
liquidity reserves will be drawn down to a lower level.than 
1 
the banker desires so that an adjustment must be made. 
Another involuntary security sale that could 
effect deposits and liquidity is one which is originated 
by the monetary authorities. In the past, government author-
ities have used this method to deflate the deposit structure. 
Ordinarily this will be done to prevent inflation or slow it 
down if we are in a period of inflation. This is accomplished 
by reducing the commercial bank holdings of bonds for the 
express purpose of reducing deposits in the banking system. 
The monetary authorities accomplish this by withdrawing funds 
usually held in commercial banks, and retiring government 
obligations which are held in the investment accounts of 
commercial banks. An excellent example of this action was 
illustrated in nineteen forty six. The monetary authorities 
had built up a large amount of War Loan deposits which if 
1. Ibid Pl9 
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-allowed to enter the spending stream of the nation would 
have been inflationary. To prevent this the monetary auth-
orities withdrew a large part of its deposits and paid off 
government. obligations. Commercial banks experienced a de-
crease in deposits and investments through no action of 
their own and had to adjust their investment accounts to 
take this into consideration. 
In order to do this the government must have 
cash av~ilable. The banker can make a reasonable estimate 
of this available cash figure by studying the existing plus 
prospective cash surplus in the United States Treasury. 
Secondly, the banker must estimate the net receipts the 
government will receive if they are selling more securities 
than are maturing. After determining how much cash the mone-
tary authorities have to work with, the banker must analyze 
national conditions to make an educated guess as to whether 
they will employ this method of contracting deposits. Upon 
his evaluation, he should make the necessary adjustments in 
the banks liquidity position. 
Business Cycles 
The effect that business cycles have on business 
loan demands from commercial banks is well understood. In 
times of prosperity the demand for funds is ~reat which 
soon creates a shortage of cash, or tight money. The opposite 
18 
being true ·in times of recession or depression. This is a 
normal situation, the nature of the business. Usually this 
is allowed for by the banker if at all possible in order 
to use the banks funds in the best manner. 
There is a side effect to business cycles that 
should be analysed just as carefully, Federal Reserve action. 
It is the objective of the Federal Reserve to maintain an 
orderly system for commercial banks to operate under. The 
Reserve attempts to keep orde~ly banking conditions and 
money markets by deliberately offsetting violent swings in 
the economy. One example of this is illustrated in the sec-
tion on currency habits of people. From the previous state-
ment that the Federal Reserve trys to offset violent fluct-
uations in the economy it can be assumed that whatever action 
the Reserve takes will not be drastic as this could cause a 
violent reaction by itself. 
One method that the Federal Reserve uses to ac-
complish this is its power of multiple effect. Using a 
twenty percent Federal Reserve requirement an example quite 
similar to the one used in the last section will illustrate 
this multiple effect that the Federal Reserve controls. If 
the Federal Reserve sells one million dollars of bonds to 
commercial bank depositors, the banking system must sell 
eight hundred thousand dollars of its investments to meet 
this deposit decline. If the eight hundred thousand dollars 
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of investments are sold to depositors of the banking system, 
deposits will decline again, the chain reaction. This type 
of reaction will lower the banking systems investments by 
four million dollars and deposits by five million dollars. 
If the banking system were to sell the eight hundred thou-
sand dollars of investments to the Federal Reserve there 
would be no chain reaction. However, the Federal Reserve 
credit position would still change by two hundred thousand 
dollars, i.e. sale of one million dollars, purchase of eight 
hundred thousand dollars, while deposits in the vanking 
system have declined by one million dollars, still main-
1 
taining the five to one ratio. 
The Federal Reserve authorities determine whether 
they will support the government market, in the case of the 
above example the banking system would only have to liquidate 
eight hundred thousand dollars of investments. Either way as 
indicated above the multiple is still five to one. The trend 
that monetary authorities want deposits to take will show 
from a weekly examination of the changes in the Federal 
Reserve credit outstanding. Over a period of weeks this trend 
should be clearly indicated although certain weeks may run 
contrary to the overall trend. 
While it may not be possible to be accurate in 
l.Ibid P20 
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predicting the extent of the Federal Reserve aims it should 
be possible to get a good idea of how the monetary auth-
orities wish to influence deposits. This tool becomes val-
uable in determining the trend of deposits on a national 
scale. 
Currency Habits of People 
Another way of stating this is the amount of 
money in ci~ulation. Bankers have not been seFiously af-
fected by this problem for the last twenty years because the 
Federal Reserve policy has been to offset currency changes 
by circulating more money, However, this factor can be im-
, 
portant if cash in circulation should reach extremly high 
levels, as the probabilities would increase towards favoring 
a reduction of this high balance which would result in in-
creased deposits in the banking system. 
The commercial bank that is willing to study these 
four areas, offsetting one against the other, should be able 
to arrive at a reasonable estimate of how deposits, ,on a 
national scale, are going to be effected in the next couple 
of years. The forecast will be more accurate over the first 
six months and must be reviewed constantly to maintain its 
accuracy. 
21 
Local Approach 
To a great extent the breakdown of an individual 
banks deposits as discussed in the previous section will 
provide many of the answers to the problems posed in this 
section. This approach deals with the bank in its own cli-
mate and is characterized by local influences. The factors 
that seem to have the greate~ effect on deposits in the 
individual banks will be discussed in this section. 
1. Local Industry 
a. Business Cycles 
b. Seasonal Variations 
2. Population Shifts 
3. Classes of Depositors 
Local Industry 
On a national level the Federal Reserve has in-
fluenced deposits to such a degree that for the last twenty 
years deposits increase during recessions and decrease in 
1 
boom periods. This deposit cycle is the reverse of what 
took place before World War II in the banking industry. This 
is allowed for in the national approach but the analysis of 
deposits in a small location can not be influenced by this. 
The industries in a single community must be broken down into 
1. Roland J. Robinson, The Management of Bank Funds(New York: 
McGraw- Hill Book Co. Ine.,l962}P61 
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similar groups, old stable firms, declining industries, and 
growing businesses. Business fluctuations may have an en-
tirely different effect on these different types of business 
in relation to their bank dealings. A change in the oUlook 
of business conditions might not visably effect the stable 
firms while the declining firms might experience an extreme 
shortage of funds. Growing industries will probably be given 
the most attention by the banker as their relationships will 
be the most volatile, one way or the other. The only way the 
commercial banker can hope to estimate how the banks deposits 
will be effected in a business fluctuatio~ is by an analysis 
of statistical onliiie&!l of the major accounts and the past 
experience accumulated in previous transactions. For this 
purpose the statistical approach outlined in the previous 
section, estimating future deposit trends, should be of con-
siderable aid.as the statistics for various periods can be 
shown in graphic form. 
Seasonal Variations 
The seasonal variations that the bank experiences 
from the local industries should be approached in a similar 
manner, statistical analysis of deposit behavior. It might 
be a good point to inject at this time that a bank should 
place more competetive emphasis on those industries that will 
help to even out the banks seasonal deposit variations than 
just following an evenly distributed advertising campaign. 
C/)1 
~ 
H 
Cl) 
0 
A. 
r%l 
1-l 
V-
·~ 
\ 
\ 
I 
I II 
/.' r v 
I 
I 
\ 
\ 
\~ 
-Illustration #2 
Cl) 
~ 
H 
Cl) 
0 
A. 
r%l 
~ 
Cl) 
d 
z 
H 
> 
< Cl) 
~ 
0 
0 
N 
23 
l/ 
Deposit Graph 
(f) 
.c:: 
24 
The statistical analysis for purposes of following seasonal 
variation should cover a period of time that will include 
all phases of business cycles. 
population Shifts 
Certain areas of this country grow at a much morern 
rapid rate than other areas, some do not grow at all and even 
tend to recede. Deposits change as the population changes. 
Reference can be made to the fact that certain areas increase 
in richness without an increase in population. In these cases 
the new found richness attracts new population so the latter 
stated axiom is still in effect true. The different types of 
population shifts are illustrated because they do not effect 
bank deposits in the same manner. 
Bank deposits in a rapidly growing area do not in-
crease as fast as the wealth and income of these areas. The 
reverse being true in the case of areas that are steady or 
receding, deposits tend to remain at high levels. It is only 
in the long run that this should effect the local banks de-
posits but it is a tendency that the banker should be aware 
1 
of. 
In the other type of population shift mentioned 
where the wealth of ~~ ~~der area is revitalized, such as a 
large decaying industry coming back into prosperity, deposits 
1. Ibid Pl21 
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are more apt to keep pace with the increase in wealth and 
income of the area even when additional population is drawn 
in. The operating banker has to be aware of how the popu-
lation of the community is shifting and why. Nothing has 
been mentioned in this section on the shifting of industry 
because it is assumed that the statistical analysis refer-
red to in the section on business fluctuations and season-
al variations would give the operating banker this infor-
mation. 
Classes of Depositors 
A complete analysis of deposits requires the 
banker to know what claases his depositors are made up of. 
First they must be broien down between business and indiv-
iduals, the business deposits being handled in the manner 
previously described. The individual depositors should 
be broken down by labor groups, 1.e., industrial, agri-
cultural, government, etc. If the bank has large indiv-
idual deposits which do not fluctuate with conditions in 
the industry,they are associated with, they should be seg-
regated and analyzed as a separate group. In analyzing the 
groups of individual depositors, it is necessary to analyze 
the industries they are assoeiated with. Through a statis-
tical study the banker must determine how the various cycles 
that the local industries go through influences the habits 
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~f the banks depositors. Once the relationships are es-
tablished by the banker, it simply becomes a matter of 
evaluating the information the banker has at his dispos-
al from the analysis of the business accounts. It will 
only require an infrequent study to determine if the re-
lationships change from time to time. 
The combination of these studies will give the 
operating banker a good idea of how the local factors are 
going to effect the banks deposits in the near future. 
Constant revision and appraisal is necessary if the bank-
er wishes to maintain fairly accurate forecasts. In some 
instances certain banks will have special deposit struc-
tures that have not been co"red in this paper. These 
banks must aake a special analysis to cover these odd de-
posits and give it proportional weight in the overall an-
alysis. 
Summation 
There is the additional problem of combining 
the national approach with the local approach for the op-
erating banker. The commercial banker must rely on exper-
ience to decide which approach should be given the most 
weight. For a bank that is using this method for the first 
time, it would probably be a good idea to make a histori-
cal study. By making two or three studies from past fig-
ures, the banker will be able to follow the actual deposit 
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trends to see how they followed th.e forecast. This type 
of a study combined with the bankers knowledge of present 
conditions may aid the banker in determining which approach 
should receive the most weight. The results of the two ap-
proaches should be checked against each other to determine 
what the deposit variance is going to be. The conservative 
action would be to use the larger figure from either ap-
proach if deposits are declining and the smaller figure in 
estimating deposit increases. 
DEPOSIT ANALYSIS 
Every successful banker knows his deposits, know-
ledge of the community, its inhabitants, and its major bus-
inesses is fundamental. Where the banks deposits come from 
and the type of deposits are facts that the banker is con-
stantly aware of. Knowing this the author is certain that 
this section will not provide a system that will generate 
new itl.f"ormation for the banker. It may provide the banker 
with a different systea that will be a more efficient and 
clearer way of arriving at the same results. It will at 
least giTe the banker a fairly rapid means of checking the 
results arrived at with the system now used. 
Deposit Breakdown 
The funds on deposit can be broken down in a gen-
eral way by a study of the banks ledger. From this the bank 
officer can rleadily determine what constitutes the ,:greater 
part of the banks deposits. If demand funds constitute the 
major portion of the banks deposits, this may well eliminate 
the need for a detailed analysis of its time accounts, and 
vice versa. 
In this discussion deposits will be segregated into 
four groups. 
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1. Regular Demand Deposits -- Included in this 
group will be normal, run of the mill accounts. 
2. Special Demand Deposits -- This group will 
consist of large deposit accounts, payroll accounts, public 
funds, temporary accounts, and all other accounts whose 
withdrawal would create a heavier demand on the banks cash 
position than the regular demand deposits. 
J. Regular Time Deposits -- Savings deposits and 
certificates of deposit that are considered normal accounts. 
4. Special Time Deposits -- Large certificates 
of deposit and all other time accounts that ao not fall into 
the regular time deposit classification. 
The classification determined above was derived 
in a broad manner specifically so that most banks would be 
able to use their deposit structure within this breakdown. 
A more detailed breakdown of deposit accounts would be of 
no value to most banks and would not fit into the scope of 
this paper. 
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ALLOCATION OF FUNDS TO BANK OPERATIONS 
The allocation of funds as presented in this sec-
tion is not expected to meet the needs of all banks as eve~ 
bank has a slightly different deposit structure and requires 
indi vi . dual analysis to form liquidity needs. The figures ar-
rived. ·at will be based on the operating needs of a medium 
sized commercial bank with normal deposit diversification. 
Its p•rpose is to provide the reader with sufficient data 
to enable him to visualize,_ .the mech.anics of this plan and 
adapt it to his institutions needs. 
Primary Reserve 
1. cash 
2. Due from banks 
3. Clearing items 
Cash 
Banks operate with a much lower cash leTel pre-
sently than they have in the past although some banks are 
slower in cotiform,ing to this trend than others. With modern 
facilities in transportation most banks have a close supply 
of funds so that unusually heavy demands for cash does not 
place a heavy strain on the bank. Also if the withdrawals 
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are for a large amount it is usually withdrawn by check or 
order so the protection that the bank needs is in the sec-
ondary reserve, not the primary. 
Due From Banks 
Correspondent balances provide some measure of 
protective liquidity. to a medium sized bank as the amount 
they have due from banks is usually larger than the amount 
that other banks have due from them. Restating, the net 
due from banks should be considered as liquidity protection. 
The funds due from banks is a fast reserve of cash for credit 
at the Federal Reserve but not for purposes of replenishing 
the actual cash supply. For this reason the funds due from 
banks would fit into the classification of the secondary re-
serve bette~ than the primary except for the fact that it 
has no earning power. 
Clearing Items 
Every bank has part of its assets tied up in cash 
items deposited for collection by its customers. Theoret-
ically, but not always in practice, these amounts are supposed 
to be dormant in customers' accounts until the collection pro-
cess is completed. Since no bank takes any longer to collect 
these items than it can hel~, the amount held by the banking 
system and by the individual bank may be safely presumed to 
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be the practicable minimum. 
Secondary Keserve 
For the purposes of this section it is sufficient 
to note that the secondary reserve should consist of sh.ort 
term securities, one to three years. They should be readily 
marketable securities, without loss of principal, and should 
be spaced within the three years according to the banks 
needs. It is from the securities due in less than a year: 
that banks should neet their seasonal deposit demands and 
insure a steady flow of cash for reinvestment.t 
Loan Portfolio 
Secured 
Unsecured 
Real Estate 
Consumers 
All Others 
A brief description of the above categories fol-
lowed by a general discussion of the loan portfolio will be 
used for clarity purposes. 
Secured -- Loans that are secured by readily mark-
etable securities make up the base of this account. These 
loans must be adequately protected by the collateral and in 
addition there has to be a definite policy set to sell these 
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loans out when the loan goes over seventy percent of the 
value of the collateral unless additional collateral is 
received. There is room in this account for a small per-
centage of the secured loans, five percent, to be made a-
gainst collateral that is not readily marketable if the 
loan is sound and has prospects of building future business. 
Unsecured loans -- This category includes all 
loans made to customers, mainly businesses, which are of 
prime risk and have shor.t maturities. The short maturities 
are necessary because this division of accounts is used as 
a line of reserve after the secondary reserve. Any loans 
that do not pay out in less than a year are probably being 
used as part of the customers working capital. In these 
cases, it is quite probable that when the bank wants a pay-
out they will find themselves locked into the loan. This 
type of loan is valueless as a reserve. 
Real Estate -- Commercial banks as a rule do not 
become too heavily involved in this type of account as de-
mand deposits are not the type that encourage long term 
commitments. Those banks that have funds for this type of 
investment however should explore the field thoroughly. Not 
only can a good real estate officer earn an excellent return 
on investments, but he can also provide, through the bank, a 
service to the community. 1 A bank located in a community 
1. Robinson P288 
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where mortgage money is tight can serve the community by 
granting sound loans and then selling the loans to other 
banks. A main point in this type of lending is that the 
bank11uat have two different operational systems to engage 
in both commercial and real estate loans. 
Consumer Loans -- This type of loan has gained 
more stature in commercial banking in recent, years and for 
good reason. There is a large market for this type of loan 
and it provides a very good return on investment. In ad-
dition there is sometimes a helpful side effect created by 
1 
the machinery that is needed for this volume operation. 
Other operations can be adapted to the machinery which by 
' ' . 
themselves would not support additional investment in op-
erating equipment. 
All Others -- Loans which the bank has made that 
do not fit into the preTious categories are placed here. 
These loans have no liquidity or reserve value in normal 
operation. 
The operating banker should be mainly concerned 
with two aspects of the banks lo-a~.t :portfolio , demand and 
diversification. 
Demand for banll credi.t does not rise and fall 
1. Ibid P273 
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in the same relation as deposits in the individual bank. 
Quite often the demand will be much greater than the banks 
ability to meet this demand. In periods of stress the bank 
must have a rigid loan limit poliay. There is no question 
that the bank has an obligation to the community to meet 
loan demands but this obligation to meet community needs 
is only a must as long as it respects the safety and li-
quidity of deposivors funds. 
Commercial banks should have the foresight to 
analyse different methods of lightening this burden so that 
the proper steps can be taken at the right time. A few 
areas Where banks might ease a tight money situation are 
listed below. 
1. Participation out of large loans to cor-
respondent banks. 
2. Request borrowers to pay out loans if they 
do not want to maintain balances with the bank. 
3. Se.ll mortgages. 
4. Merge with nearby banks that do not have a 
heavy loan demand. 
This is not expected to be a complete list of 
the avenues open to a bank trying to ease a tight money sit-
uation. Its purpose is to indicate some methods and perhaps 
~enerate other possible ideas. 
36 
Diversification, the second main point concerning 
the loan portfolio is ba5ic to all types of loans. Regard-
less of the type of loan, diversification is of prime im~' 
portance. Constant surveillance must be kept so that loans 
do not concentrate in any one area whether it be type of 
collateral, geographical area, industry or any other nar-
row classification. The operating banker is well aware' of 
the fact that the strength of the loan po'rtfolio has a di-
rect correlation to the area th~the risk is spread in. 
Investment Portfolio 
Governments 
Municipals 
The investment portfolio is for most commercial 
banks their tertiary reserve. The investments in this ac-
count are expected to earn money for the bank and serve as 
a reserve for the secondary reserve. Earning power and 
protection of capital is the prime consideration in this 
reserve where in the secondary reserve liquidity is the main 
consideration. 
The investment officer should operate under a 
written invest~ent program which has proTed more successful 
than an oral program. mn most cases a prog~am that stresses 
marketability, spacing of maturities and yield in that order 
will maintain secure investments which provide a reasonable 
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rate of return. 
The investment portfolio was subdivided into 
governments and municipalities to stress the ,fact that 
there is no need to hold corporate obligations in this 
1 
account. Holding corporate obligations is simply a method 
of extending the loan portfolio by a different type of loan. 
A commercial bank can earn a higher rate of return by making 
prime loans directly to corporations rather than through 
the medium of bonds. Secondly, commercial banks are more 
strategically situated for dealing in the direct loan mar-
ket than in the open capital market. Finally, prime loans 
provide a better reserve for the bank than corporate bonds 
or debentures in times of stress. Corporate obligations 
would be a last resort for the use of bank funds only after 
all other possibilities in the loan portfolio are exhausted. 
Municipalities have become more prominent in 
commercial bank portfolios. Their tax exempt interest is 
highly attractive in certain situations, however, it must 
be observed that quality standards in this section of the 
portfolio 'is extremely important. 
Required Reserves 
1. Ibid P377 
Some bankers include the legal reserve in the 
primary reserve figures because vault cash is a credit 
towards this requirement. In this paper a special cat-
egory has been created for it because the legal reserve 
does not have any of the liquidity aspects that are found 
in the primary reserve. The policy makers of the Federal 
Reserve have indicated clearly their reluctance in using 
the legal reserve requirement as a credit tightening de-
vice. Until this policy changes the operating banker does 
not have to prepare for possible increases. 
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ALLOCATION OF DEPOSITS BY PERCENTAGES 
Primary Reserve 
cash, Due from banks, 
etc. 
Secondary Reserve 
u. s. Governments 
Total Liquid Funds 
Loan Portfolio 
Secured 
Unsecured 
Real Estate 
Consumer 
Investment Portfolio 
u. S. Governments, 
Municipals, etc. 
Legal Reserve 
Total Funds 
Illustration #3 
Regular Special Regular 
Demand Demand Time 
9 % 12 % 2 % 
12 % 22 % e % 
21 % 34 % 10 % 
15% 10 % 
25 % 10 % 
7% 50 % 
g% 5 % 10 % 
7.5 % 24.5 % 25 ot 
5 % 
100 % 100 % 100 % 
Special 
Time 
3 % 
12 % 
15 % 
40 % 
5 % 
35 % 
5 % 
100 % 
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ALLOCATION OF DEPOSITS 
Four topics have been discussed so far in this 
paper, liquidity, estimating future deposit trends, deposit 
analysis, and allocation of deposits to the various bank 
operations. In determining percentages of deposit alloca-
tion, is realized that several factors used in arriving at 
these percentages are variable factors. For the individual 
bank these percentages can only be used as a base in deter-
mining that banks requireaents. 
The percentages as shown in illustration #3 were 
arrived at under the following conditions for the bank they 
fit. 
1. Demand deposits are ordinary, there are not 
many that fluctuate widely. 
2. The business accounts maintained at the bank 
are fairly well diversified by industry and 
seasonal demand. 
3. Employment in the area is satisfactory. 
Regular Demand Deposits 
The allocation of this type of deposit should be 
made as follows: 
9% Cash, due from banks, etc. 
12% u.s. Governments, short term, less than one 
year 
41 
i5~ Secured loans by marketable securities 
25~ Unsecured loans 
7% Real Estate loans 
8% Consumer loans 
7.5% U.S. Governments 
16.5% Legal Reserve 
Cash, due from bank.s, etc. is allocated nine per• 
'cent of this type of deposit divided approximately two per-
cent to vault cash and seven percent to due from banks. Any 
other items in this <1ivision are of negligible amounts. Two 
percent for vault cash was arrived at by using average fig-
ures for member banks of the Federal Reserve. 1 Seven percent 
for correspondent balances is actually a low figure and 
should be maintained if at all possible. The low figure 
was chosen because when money is loose these balances can 
be raised, becoming a reservoir for idle funds. 2 Correspond-
ents can become extremely important to a bank in times of 
tight money for purposes of rediscounting loans or partici-
pating out loans so these accounts should be handled with 
care. These accounts should be analyzed frequently however, 
to determine if the value of the account is being maintained. 
The secondary reserve is set at a fairly low fig-
ure of twelve percent. This is justified in one instance by 
1. Robinson P77 
2. Ibid P79 
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the conditions previously set forth i.e., the accounts of 
this bank are fairly well diversified which keeps;· seasonal 
demands at a minimum. In addition, the tertiary reserve 
should be weighted so that a large amount of the invest-
ments are concentrated in the two to four year range. This 
provides an excellent cushion for the secondary reserve. 
The fifty five percent allocation of regular de-
mand deposits to the loan portfolio is an average figure for 
commercial banks. The loan portfolio should be followed 
closely so that quality will be maintained. In this condi-
tion the loan portfolio will act as a reserve for the sec-
ondary reserve in times of stress. 
The tertiary reserve can be held to a fairly low 
percent~ge figu~e because of the strength of the loan port-
folio. If an artalysis of the loan portfolio shouilid disclose 
to the banker that the bank's loan position is becoming 
locked in, then a program of reducing the loan portfolio 
and increasing the tertiary reserve should be followed. 
The o•erall effect of this allocation of regular 
demand deposits is to provide the bank with a prudent policy 
for safety and flexibility while seeking a good income on 
the employment of deposits of this type. 
Special Demand !Deposits · · · ' 
This type of deposit is allocated as follows: 
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12% Cash, due from banks, etc. 
22~ u.s. Governments, short term, less than one 
year 
10% Secured loans 
10% Unsecured loans 
5~ Consumer 
24.5% u.s. Governments, municipalities 
16.5% Legal Reserve 
The nature of this type of deposit requires that 
a larger percentage of the funds be employed in short term 
investments to provide a higher degree of liquidity. There 
does not seem to be any val~d reason to maintain anymore 
than two percent of these deposits as cash, the same as reg-
ular demand deposits, because any large withdrawals are usu-
ally done by check or wire. It is in the next line of ac-
counts that a larger reserve must be maintained. For this 
reason cash due from banks has been increased to ten percent 
because it is a very quick source of funds. 
A secondary reserve of twenty two percent is 
justified by the same train of thought. The bank must main-
tain a sufficient amount or the special demand deposits in 
1 highly liquid form to provide reserves for large withdrawals. 
With adequate funds allocated to the more liquid 
1. Marshall c. Corns, The Practical Operations And Manage-
ment Of a Bank, (Mass., Bankers Publishing Company, 1962) 
P.422 
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investments the remainder of these deposits can be proportion-
ed to the higher income producing investments, loans and sec-
urities. Even though there is adequate protection in the 
primary and secondary accounts these deposits should not be 
allocated to long term investments. Only high grade loans 
of short duration should be made from this type of deposit. 
The funds allocated to the investment portfolio should be 
used to purchase securities in the two to four year range 
only .. 
If an accurate tabulation of deposits that can-
not be considered regular was made and the above allocation 
was followed it can be assumed they will be sufficiently 
liquid to meet large withdrawals and still earn money for 
the bank. This type of deposit, because of the degree of 
liquidity that must be maintained, should be carefully,·a.n-
alyzed to determine that the bank is earning a reasonable 
return on the funds over the cost. In cases where the bank-
er finds that the costs and earnings of these deposits are 
very close he should re-examine the accounts that are in-
eluded in this classification. Certain accounts might be 
included with the specials that could be carried as regular 
demand deposits and by that be more heavily deployed to high-
er earning investments. 
Regular Time Deposits 
4-5 
This type of deposit is allocated as follows: 
2~ Cash, due from banks, etc. 
8% 
50% 
U.S. Governments, short term 
Real Estate Loans 
10% Consumer Loans 
25% U.S. Governments, municipalities, long term 
5% Legal Reserve 
This type of deposit being more stable than de-
mand deposits requires smaller reserves and can be used for 
long term, high income producing investments. Some bankers 
claim that time deposits are not as stable as they might ap-
pear and they cite the great depression as an example. While 
this was true in the depression, it is doubtful if in the 
present econamy this could happen again. Government inter-
vention and built-in controls have provided a more stable 
economy than the economy of the thirties. The banker should 
keep this possillility in mind as it is difficult to predict 
whether this could happen again, but in this period, it hard-
ly seems necessary for the banker to maintain large cash re-
serves for this contingency. 
Treating this type of deposit as fairly stable al-
lows the banker to maintain small liquid reserves, as indic-
ated by the chart, ten percent hold as cash or short term 
investments. A high percentage of time deposits should be 
allocated to long term investments with high yields. Real 
estate loans are an excellent outlet for these funds, pro-
viding a high yield while returning part of the principal 
immediately. This guarantees better security for the loan 
in the unpredictable future and as mentioned earlier, lets 
the bank perform a service for the community. 
Sixty percent of this type of deposit can be al-
located to real estate and consumer loans and still provide 
adequate liquidity. Both types of loans have principal pay-
aents being made on a regular basis, thus preventing a bank 
from becoming locked in. Secondly, each individual loan is 
small in comparison to the total amount invested in this 
type of loan. It is necessary for banks to get a high yield 
from this type of deposit because the costs of maintaining 
this type of deposit are relatively high. 
Special Time Deposits 
This type of deposit is allocated as follows: 
3% Cash, due from banks, etc. 
U.S. Governments, short term, less than one 
year 
40% Real Estate Loans 
5% Consumer Loans 
35% u.s. Governments, long term 
5% Legal Reserve 
This type of deposit does not differ greatly from 
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the regular time deposit. 'l'he main differences are that 
the specials are usually for large amounts and the fluc-
tuations can be predicted with much greater accuracy. The 
structure of this type of account varies greatly with dif-
ferent ~anks and must be handled according to the demands 
of the individual bank. 
For a bank with the characteristics outlined at 
the beginning of this section the liquidity problem would 
be similar to the regular time deposits. A slightly Higher 
cash position would be necessary because of the general 
size of the special accounts but the diversification of 
these accounts would prevent any high seasonal peaks which 
other banks could run into. 
®NCLUSION' 
Many commercial banks in this country do not 
maintain detailed statistics of their financial structures. 
Some banks do not allow their personnel time for these 
studies because of pressing. business, others do not attach 
a great deal of importance to them. Unfortunately manv 
commercial banks are overlooking a significant tool to help 
maximise profits. In most &anks all of the information 
needed for these studies is on hand, it is just a matter 
of gathering the data and presenting it in a fashion that 
will enable the bank officials to analyze the various trends. 
The purpose of these statistics is to allow the bank to make 
a choice of adjustments for future events rather than~ 
forced to make an unprofitable adjustment for an unforeseen 
event. 
Some type of analysis is necessary in every 
commercial bank, either the method outlined in this paper 
or a variation of it. The main objective is to synchronize 
the banks resources with the demands for its funds so that 
maximum profits will result. If a commercial bank has a 
large enough staff to maintain all of the statistics out-
lined in this paper, then it would be in their best intereats 
to centralize this undertaking. The smaller commercial bank 
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that does not have the facilities for this type of operation 
can allocate different functions to various officers and 
have all report.s sent to one officer. Small commercial banks 
can obtain some of the statistics necessary, especially those 
concerning national trends, from a city correspondent bank. 
The objectives of a commercial bank should be 
determined and put in writing by a top official of the bank. 
The operations officer, using the statistics outlined in 
this paper, follows the banks position to see that the policy 
objectives are being met. Any recommendations for changes 
in policy should be referred to the officials who originally 
designed the banks policy. 
Some commercial banks might find it quite easy 
to set up and function within objectives similar to those 
outlined in this paper. Others after setting up such a plan 
may find that it would take several years to make all of the 
adjustments necessary to bring the banks position in line 
with these objectives. Usually the bank. that finds it hard-
est to adjust to such a plan, is the bank that has the great-
est need. It would be unreasonable for a commercial bank m 
sacrifice investments to attain the end results of this plan 
immediately, but if it could be completed in several years, 
it would be well worth the effort. 
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